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Abstract

For a Brownian bridge from O to y, we prove that the mean of the first exit time from
the interval (—h, h), h > 0, behaves as O(hz) when £ | 0. Similar behaviour is also seen
to hold for the three-dimensional Bessel bridge. For the Brownian bridge and three-
dimensional Bessel bridge, this mean of the first exit time has a puzzling representation
in terms of the Kolmogorov distribution. The result regarding the Brownian bridge is
applied to provide a detailed proof of an estimate needed by Walsh to determine the
convergence of the binomial tree scheme for European options.
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1. Introduction

In this paper we consider diffusion bridges and present integral representations for the mean
of the first exit time from an interval. With the help of these representations, we deduce the
limiting behaviour of the mean when the length of the interval around the starting value of the
bridge decreases to 0. For a continuous process (X;);>0 with Xo = x, the first exit time from the
interval (a, b) is defined by

X {inf{t> 0: X, & (a, b)l,
(

@b ) 400 if the set in brackets is empty.

We write simply 74,5 if there is no ambiguity about the underlying process. The main part of
the paper focuses on Brownian and three-dimensional Bessel bridges. For the Brownian bridge
(BY Ty Jo<t<T from x to y of length 7" (a similar result holds for Bessel bridges), it is shown in

Theorem 3.1 that

E
lim 0.7, y[Tcnm] _
hl0 h?

where E, 7, stands for the expectation associated with the Brownian bridge.

1,  y#0, (1.1)
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Let (W});>0 be the Brownian motion started at x € R. Recall that
ElTapl = b —x)(x—a), a<x<b (1.2)

(this can be deduced, for example, from the Laplace transform of 7(, ;) given in [2, part II,
section 1, 3.0.1]), where E, denotes the expectation for the Brownian motion. Consequently,
by (1.1),
E Tc
m 0.7,y T, ] _1

=1, 0. 1.3
h0  EolTcnml y# (13)

For three-dimensional Bessel bridges a similar asymptotic behaviour can be found. Our
conjecture is that a relation of the form (1.3) holds for a large class of diffusion bridges. For
a regular diffusion X with Xy = x,, Proposition 3.3 describes the limiting behaviour of the
mean of 7(x,—pn.x,+n). We expect the same limiting behaviour for a class of diffusion bridges,
implying that (1.3) would be true; however, we have not been able to prove this so far.

The paper is organized as follows. In Section 2 we describe our setting and the construction
of a bridge measure for a regular diffusion by the Doob h-transform. We also recall some
properties of the Brownian bridge. Section 3 contains the main results. We start by deriving
integral representations for the mean of 721( b) when X is, firstly, a general regular diffusion
and, secondly, the corresponding diffusion bridge. We also calculate for a regular diffusion
X, Xo = x, the limiting behaviour of the mean of 78:4;, xthy @S h— 0. In Section 3.3 we focus
on Brownian and three-dimensional Bessel bridges starting from x > 0 and find the limiting
behaviour of the mean of 7(y_j x+r) as h — 0. The convergence in distribution of the random
variables ﬁf—h,x +h) /h? is discussed in Theorem 3.2. For the means of the first exit times —
considered in Section 3.3 — we derive in Section 3.4 puzzling representations in terms of
the Kolmogorov distribution function. We also discuss other properties of the Kolmogorov
distribution, in particular its connection with the last exit time distribution of Brownian motion.
As an application, in Section 4, we use our Brownian bridge results to give a detailed proof
of an estimate in [17] needed to derive the rate of convergence of an option price — calculated
from the binomial tree scheme — to the Black—Scholes price. The estimate is also used in a
forthcoming paper [12].

2. Preliminaries

We start with the description of the setting. Let C[0, co) denote the space of continuous
functions w : [0, 00) — R, and let C; := o {w(s) : s <t} denote the smallest o -algebra making
the coordinate mappings up to time 7 measurable. Furthermore, let C be the smallest o -algebra
containing all C;, ¢> 0. For an interval / C R, let (PX),c; be a family of probability measures
defined in the filtered canonical space (C[0, 00), C, (C;);>0) such that, under IP;( , for a given
x €I the coordinate process X = (X;)r>0 := (w;)r>0 is a regular diffusion taking values in I and
starting from x. Here, X is considered in the sense of 1t6 and McKean [8]; see also [2]. A crucial
property of X is that there exists a (speed) measure m* such that the transition probability
has a continuous strictly positive density (7, x, y) — ¢(x, y), t > 0, x, y € I with respect to mX,
that is,

PY(X; € dy) = gi(x, y)m*(dy) 2.1)

(see [8, pp. 149 and 157]).

For (X;);>0, Xo = x, as defined above, and T > 0, we can construct a new non-homogeneous
strong Markov process by conditioning X to be at a given point y € [ at time 7". Although the
conditioning is generally with respect to a zero set {X7 =y}, it can be realized using the Bayes
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formula and the notion of regular conditional distributions. Another approach is to apply the
theory of Doob h-transforms. To explain this briefly, consider X in space-time, i.e. the process
X =((Xy, 1))i=0. For ze I and t < T, introduce the function

h(Z7 t) = ]’l(Z, t’ yv T) = CITft(Z, )’)

By the Chapman—Kolmogorov equation, for x € [ and s < ¢ we have
B0t 01 = [ @it DGz D mi)
1

= /IQt—s(x’ 2)qr—1(z, y) m(dz)

= qT—S(x» )’)
= h(x, s),

where Eé 5 refers to the expectation associated with the space—time process X initiated from
x at time s. Consequently, for f € B,(/) (= bounded measurable functions on /) and s <t < T,

. Jh .
we may define a non-homogeneous Markov semigroup P)f 7, 0<s<t<T,via

X, 1)
h(x, s) i|

The process governed by the probability measure induced by this semigroup is called the
X-bridge to y of length 7. The notations X7, Pf T,y and ]Ex 7,y are used for this process,
its probability measure, and the expectation, respectlvely, when the initial state is x € /. From

(2.2) one may deduce the following absolute continuity relation for A; € C;, t < T

_ x| X, 1) x| =X )
w”%)E[M mAJJ%[www’&}

We refer to Chung and Walsh [4] for a general discussion of h-transforms, Fitzsimmons,
Pitman, and Yor [6] (in particular Proposition 1) for general Markovian bridges, and Salminen
[14] for some properties of diffusion bridges.

Brownian bridges enjoy several equivalent characterizations in addition to the general
h-transform approach. Indeed, a Brownian bridge can be viewed as (i) a Gaussian process, (ii) a
deterministic time change with an additional drift of standard Brownian motion, or (iii) as the
solution of an SDE; see e.g. [2, p. 66]. In Section 4 we apply (ii) and (iii) in particular. Indeed,
(i1) states that

Pﬁﬁfuo:=E§[fono (2.2)

(2.3)

1— —t +x+ ( i t<T
W _ X <T,
T Tt/(T—t) T

y t=T,

R (2.4)

d . . T .
where = means that the processes on the left- and right-hand sides are identical in law, while

(iii) says that
T dw; (y—x)t
! (T—1 / — +x+ t<T,
g4 0o T—s T (2.5)

t=T.

Here it is assumed that the canonical filtration (C;);>0 is augmented with the null sets of C with
respect to [Py, in order to have the usual conditions satisfied.
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3. Main results

3.1. Integral representations for the mean of the first exit time

Let X = (X;)s>0 be a regular diffusion taking values on an interval /, and recall from 2.1)
the notation qt(x y) for its transition density w1th respect to the speed measure mX. For a <
b, a,bel, let X denote X killed at 7(4,p). Then X is a regular diffusion on (a, b). The speed
measure of X is m¥, and X has a continuous strictly positive transition density g;(x, y) such
that, for x, y € (a, b),

Py (Xi € dy) =3ix, yym* (dy)
=P{(Tp) > 1. X; € dy)

:P§<a< inf X, sup Xs<b,X,edy>, 3.1

O=s=t 0<s<t

This immediately yields the following result.

Proposition 3.1. If Pf (Taa.py < 00) =1, i.e. X does not die inside (a, b), we obtain

o) b
EX [ Tan] = /O dr / m*(dz2) Gi(x, 2). (3.2)

The next proposition will serve as an important tool for the calculations below.

Proposition 3.2. Forx e (a,b) CIandy e I\(a, b), we have

)
Xy [Toan] = / i f @G L (3.3)

Proof. Since x € (a, b) and y € I\(a, b), we have P/ T }(7@1 p <T)=1. Consider

r b
]EiT’y[T(“’b)]:/ dt/ PX s (T > 1. X1 € d2)
:f dt/ BY (T > 1. X, € dg 12D (3.4)
qr(x,y)
where the Markov property and formula (2.2) are used. To get the claimed formula (3.3), it

remains to apply (3.1). U

3.2. The limit behaviour for regular diffusions

One of our main issues concerns the limiting behaviour of the mean of ’T —hoath) @
h — 0 for diffusion bridges. For regular diffusions we have the following falrly complete
characterization, which has also been proved in [3].

Proposition 3.3. Assume that the differential operator associated with the regular diffusion X
is given by

Gu(x) := %az(x)u”(x) + b(x)u' (x), xel,
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where x+— a*(x) > 0 and x +— b(x) are continuous in 1. Let x, € Int(I). Then

EX [Teey—hx,+1)]
lhlﬁ)l —Ho o or PR (th o) =a_2(xa).

Proof. Recall from [2, part I, chapter II, no. 7, p. 17] that the speed measure 7% and the
scale function s¥ can be taken to be such that
d
¥ (dx) = m* (x) dx, d—xsx(x) =e BW, (3.5)
where

X (x) = 2a"2(x) B, B(x) = / ' 2a72(y)b(y) dy. (3.6)

Now consider X initiated at x,, and killed when it leaves the interval (x, — h, x, + h). We let
(X1)i=0 denote this diffusion:

g X 1< Txo—h,xo+h)s
=
0 1= T(xy—hyxoth)s

where 0 is a cemetery point. It is well known (see [2, part I, chapter II, no. 11]) that the

O-resolvent kernel of X is given by

(s(x) — s(xo — W)(s(xo + ) — 5(y))
s(xp +h) —s(x, — h)

(s(y) — s(xo — ))(s(xo + h) — 5(x))
s(xo +h) — s(x, — h)

-~ o0 <y,
Go(x7 Y)Z/O al(xv )’) dr=

)

where s :=s% and G(x, y) is the transition density with respect to the speed measure m~.

Consequently, relation (3.2) implies that
00 Xo+h
EX [ Toy—hxo )] = / < f qz(xo,y)mx(dy)> dr
0 Xo—h

)cg—i-hA
= / Go(xo, y)m* (dy)
Xo—h

s(xo+h) —s(x,)  [*e
T 5Goth) — sCo—h) o
5(xp) — S(xo—h) [Tt
$(xo+h) — s(xo—h) Xo

(5(y) — s(xp—h))m* (y) dy

(sCxo+h) — s()m* () dy. (3.7

Since s is continuously differentiable and s'(x) > 0 for all x (see (3.5), (3.6)), we have

s(xo+h) — s(xo) . 8(xp) — s(xo—h) 1
1m = l1im = —
10 s(xpo+h) — s(xo—h) 10 s(xo+h) — s(x,—h) 2

and I’Hdpital’s rule yields

N Y X
lim — f . (sQy) — s(xo — h))m” (y) dy

ro h2 J, _

i 1/% o) *(d
=lm — —— —
o 2 iy \"an" e
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=lim [ ——s(x, — h) | —
o\ an e on oY
1

= ES’(xo)mX (%)

:a_z(xo)v

where the last equality follows from relations (3.5) and (3.6). Similarly,

Xo+h
lim — / (550 + B — s () dy = a2(x,).

Hence, by (3.7),

]E))c(,, [Iﬁx(,fh,x(fkh)] )
m————=q

hLO h2 (-xﬂ)'

O

3.3. The mean of the first exit time for the Brownian bridge and three-dimensional Bessel
bridge
Let
e~ 0=/

pi(x, y) =
Tt

denote the transition density of the standard Brownian motion and let
(3) Y
)= T y) = pi(x =), x,y>0 (3.8)

be the transition density of the three-dimensional Bessel process. We also introduce the
function

1 > 2 2
AG B 1) = Z (e~ @m0 _ o ~(+@m+ D27 /20
2wt |
1 > 2
— Z (_1)}"1 e*(Z*th) /(2!)
V2wt =
o
=0, 2) Z (—1)" g~ 2mhmh=2)/t 1> 0. (3.9)
m=—00

Then, by [2, part 11, section 1, 1.15.8 (p. 180)] and (3.9),

IP’()( inf Wy >—h, sup Wy <h, W,e dz) = Po(Tepn > 1. Ws € d2)

0<s<t 0<s<t

= A(z, h, 1) dz. (3.10)
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In addition, according to [2, part I, section 5, 1.15.8], for z € (x — h, x 4+ h) we find that
Pf)( sup | Xy —x| <h, X, € dz)
0<s<t

Z (e~ (@ OH2Rm) /1) _ (=)t 2h@m+ 1)/ 1)) 4

\/_

—IAGz—x htyd;, x>0, @3.11)
X

m=—0oQ

where P®) stands for the probability measure associated with the three-dimensional Bessel
process. Finally, let us recall that by [2, part II, section 1, 3.0.6(a)]

P(T,edt, Ty < Tp)=ss;(b—x,b—a)dt, a<x<hb, (3.12)

where the special function ss; is given by (see [2, appendix 2, no. 13])

inh (a/2 — 2mb
ssi(a, b):=L;) M) Z “+ T2 e mat2m/@) ) (3.13)
7\ sinh (b+/2y) iy
and L',_)} denotes the inverse Laplace transform.
Theorem 3.1. (i) For the Brownian bridge with |y| > h,
| (4,,1)]_[ / Pr=CY) (o hydede (3.14)
n pr0,y)
and E Tonn]
R W)
lim —=——">—= =1, 0. 3.15
hm 2 y# (3.15)

(ii) For the three-dimensional Bessel bridge with x > h and y ¢ (x — h, x + h),

z+x ' 2+ x,y)
E;?,Ty[ﬁx hx+h)]—/ / A(Z,h )—T ! dz dr

i, y)
and
[TG—hxtm)]
lim L’;”) (3.16)
10 h

(iii) Ifye(—h, h) (orye (x—h,x+ h) withx > h, y > 0), the mean of the first exit time is
infinite for both bridges, that is,

Eo.1.y[ Tenim) = ES T [ Tor—h.ay] = 00. (3.17)

Proof. (1) According to (3.4), (3.1), and (3.10),

pT Z(Zvy)
E —hh]—/ / ——A(z, h, t)dzdr.
0Ty e n pr0,y)
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To show (3.15), substitute z = hu and ¢ = h2s, and note that by the scaling property we have
A(hu, h, h*s)h = A(u, 1, s), so that

T/h?
Eo,7.y[ T ) hz/ /pT sl ’y)A(u,l,s)duds.
pr(0,y)

To apply dominated convergence for 4 | 0, let y be fixed and assume & < |y|/2. Then, for any
ue(—1,1) we have |y — hu| > |y| — h > |y|/2. Moreover, note that for y # 0 there exists a
constant C > 0 such that

C
sup p;(0, y) < (3.18)
t>0 | |

This implies that

_ 2 (hu, 2C
sup Pr hzs( Y) < '
et 1), se,7/m2y  Pr0,) [ylpr(0, y)

Therefore, as (u,s)+— A(u, 1,s) is integrable and (u, s, h)— py_,2,(hu, y)/pr(0,y) is
bounded on (—1, 1) x (0, T/h?) x (0, |y|/2), dominated convergence yields

Eo,7y[T > !
1imM:/ / A, 1, s)duds
1{0 h? 0o J-oi

00 1
= / / Po(Ta,1y > s, Wy e du) ds
0o J-1

=Eo[Tc, 1]
=1, (3.19)

where (1.2) is used for the last equality.
(i1) By (3.4), (3.1), and (3.11),
(3)
—(zy)
EC) (Tahatn] = / / —A(z R % 5 (3.20)

For the proof of (3.16) we substitute t=h?s and z=/hu+x and recall that
Ahu, h, h2s)h = A(u, 1, 5), so that

Au, 1, s)————— duds.

x T ) [’ﬁx h x-‘rh) )(x y)

/T/h/ hu + x T hz (hu+x,y)

Using relation (3.8) yields

pT—hzs(hu +x,y) — pT_th(hu +x, —y)
pr(x, y) — pr(x, =) ’

3
hu + x r(Tith(hu Ml ‘ _
X r(T3)(x, y)

To see that this expression is bounded in s € (0, T/h?) and u € (—1, 1), note thatif h < |y — x|/2
with x > hand y > 0O, then

x—y+hul>x—yl—h>|x—y|/2 and |x+y+hul>x+y—h>|x—y|/2,
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so that, by (3.18)

C C 4C
|pr_p2g(hu+x,y) — pr_ja (hu+x, —y)| < + < )
|x—y+hul |x+y+hul |x—y|

Hence, dominated convergence gives
EC) [Tohin] o rl
1imM=/ / A 1. s)duds =1,
hi0 h? 0o J.q

where the last equality was shown in (3.19).
(iii) For a regular diffusion X, (3.17) follows from IP;{ T,V(ﬁx_h,ﬁh) >T) > 0. To see that
this holds, consider ’

]Pf(ﬁx—h,x+h) >T, y= Xr < y+ €)
PX(y <Xr <y+e)

PX Tty = T) = lim (3.21)

and

yte
Pf(’ﬁxfh,ﬁh) >T,y<Xr<y+e)= / qr(x, ) dz,
y

where q is the transition density of X killed at 7(x_j x+#). By [8, p. 157], the transition density
of any regular diffusion is strictly positive. In our case this means

qr(x,z)>0 forall |z] < h.

Using I’Hoépital’s rule in (3.21) yields

qr(x,y)
PX o (T >T)=——>0.
wryTomhaon 2 D=0 67 >
O
We also have the following result on convergence in distribution.
Theorem 3.2. Foreachy #0and T > 0,
]hlf(} Eo,T,y[e_Vﬁ*J')/hz] _ Eo[e—)ﬂh,l)], y >0, (3.22)

and, for each x,y > 0,

2 2
EF(} Ef;’y[e*)”ﬁx—h,wh)/h 1= lhlf(} EX’T’y[e*)/ﬁx—h,J«#h)/h 1=Eo[e " Te1n], y > 0.

Proof. We will sketch the proof of (3.22) since the other result follows similarly. Let
TX :=inf{t > 0: X, =c}
denote the first hitting time of ¢ by a continuous process X. Since

Tap) =Ta ANTo =Tali1, <15y + Tl T, <75
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it suffices to consider Ey 7 y[1{7, <7;) 6’7771]. We recall that by (2.3)

d]Px,T,y (w) _ pT—l(w(t)7 }’)

Zi(w) := =
t dPy e, T, y)

t<T.

Since (Zy)ie(0,1) is a (P, (C)ielo,7))-martingale and the random variable 1(7, <, 7. <7;) eV Ta
(with y > 0) is C7, o, -measurable, we conclude for a < x < b that

T =BTz < € 2

B ry M7= To<Ts) ©
= BB T, < 7<T5 € " Zs | Fronl
=BT, <. 7,75 € Zy 1)
e_y’];pT—'ﬁ,/\t(W'—/;/\t’ y)]
prx,y)

= Ex[lmsr,mm
! — prr(a’ Y)
_ / eV P Dy (T e dr, To < Th).
0 pr(x,y)

Consequently,

2
EO,T,y[e_yTH"h)/h ]

T _
- / o7/ [1’—7—’( " DT e dr. Ty < Ty + L2
0

———Po(Tpedr, T <T_p) |.
pr(0,) pr(0,y) o(7h €dlrs T < h)}

The result follows by the variable transform 7 = r/h?, the scaling property of the Brownian
motion and dominated convergence as / |, 0. (|

Finally we consider the behaviour of the expected hitting time in the case of a three-
dimensional Bessel bridge starting at 0.

Theorem 3.3. For the three-dimensional Bessel bridge starting at O with'y > h,
3
) (2 )

dr (3.23)
720, y)

T rh
3 3
Eg}’ym]:/o /0 ]P’(())< sup X, <h, X, € dz

0<s<t

and

CEGr T EP 1

lim —— =lim =—, y=>0.

ni0 h? hio  h? 3

Proof. The representation (3.23) follows from (3.1) and (3.3), which can be extended to

x =0 since 0 is an entrance boundary point. Indeed, by [2, part II, section 5, 1.1.8 (p. 435)],
for 0 < x Vv z < h we have

o
< —(z—x+2mh)? /(21 —(z4x+2mh)?/(21)
(e (z—x+ —e ydz
2t Z

m=—0oQ

IP’S)( sup Xy <h, X, € dz) =
X

O<s<t

which implies, as x | 0,

IP’5)3)< sup Xs <h, X, € dz) =2zssi(h —z, h)dz

0<s<t
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with ss; as defined in (3.13). Then, relations (3.23) and (3.12) yield

3)
IE:O,T,y

li [7;1]—21 OQ]P’7'd7' Td
R fo/o (ToedrTo =T de

1
:2/ ulP,(To < T1) du
0

1
=2/ u(l —u)du
0

. 1
=3
To check that
. EQT 1
lim =,
o h? 3

we differentiate the Laplace transform of 7, given in [2, part II, section 5, 2.0.1 (p. 469)] as

E®e—rTiy — _ W2V
o [e™" ] =—
sinh (hy/2y)
with respect to y, and let y — 0. (]

Remark 3.1. We conjecture that for a d-dimensional Bessel bridge starting at x > 0, the same
limit behaviour

d

i E,(C,)T,y[ﬁx—h,x—&-h)] .
1 —_—_—m
hl0 h?

as in Theorem 3.1 holds true. For a d-dimensional Bessel process it can be proved as above in
the three-dimensional case that y
ET] 1

lim ———=-.
hlo k2 d
Hence we conjecture that for a d-dimensional Bessel bridge starting at O the limit should also

be y
Egry[Tal 1

m =-.
hlw h? d
3.4. The Kolmogorov distribution function and the mean of the first exit time

A classical result due to Doob [5] is that the distribution of the supremum of the absolute
value of the standard Brownian bridge is given by

o0
F(h):=1Po,1,o< sup IB?’1’°|§h>= 3 e = ar A, b D),
m=—0oQ

0<s<l

where A is as defined in (3.9). The function h+> F(h), h> 0, is called the Kolmogorov
distribution function due to Kolmogorov’s fundamental work [10] (see also Smirnov [16])
on empirical distributions. We refer also to [13] and [11, section 5.7]. The main result of
this section — Theorem 3.4 — provides representations for the mean of the first exit time of
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the Brownian bridge and of the three-dimensional Bessel bridge involving the Kolmogorov
distribution function.

We now present some formulas related to the Kolmogorov distribution, which we will
need later. The following Jacobi theta function identity, an instance of the Poisson summation
formula, is stated in [1, equation (2.1)]):

o]

Z cos (2mmv)e T Z e/, u>0, veR.
m=—0oQ nu m=—0o0
Setting u = 2x*/7? and v = 1/2 yields
2% —1
Foy= Y (~1"e 2 = Z ( %) (3.24)
m=—00 k=1

Note also that

F(h/ﬁ>=Po,1,o< sup |BY1Y] sh/ﬁ>

0<s<l1

=Po.10 ( sup [B%10| <h>

0<s<1

=Po,t,o< sup [BY"O] sh),

0<s<t

where we have used
0,1,0 d ,50,1,0
(\/EBX )OSSSI = (Bst )OSSSI,

which can be seen by applying the scaling property of Brownian motion to the representation
(2.4). Consequently,

F(h/N1) =Po 1 0(Tcnn > 1) = Po..0(Tnn = 00).

In the following, we will denote the Laplace transform of a function f by

L:, (f() ::/o e V(1) dt, y > 0.

Note that in this notation the integration variable ¢ is also indicated.

Lemma 3.1. For |y|>h,

T h T
/ / Pr—ix, VA, h, ) dxdt=h / pr—i(0, YA, h, 1) dt. (3.25)
0 —h 0

Proof. We prove Lemma 3.1 by showing that the Laplace transforms of the two sides of
(3.25) coincide. Using Fubini’s theorem and the convolution formula, the Laplace transform
of the left-hand side of (3.25) is

T rh h
£r,y< /0 / . pr—i(x, YA(x, h, t)dxdt) = / hf,,,y(p,(x, WLy (A, b, 1) dx.  (3.26)
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To compute the second Laplace transform expression of the right-hand side of (3.26), we use
the series representation (3.9). For x € (—h, h),

Z (_l)m e—2mh(mh—x)/t < Z e—2mh(mh—x)/t <2 Z (e—zhz/t)m <

[m|>2 [m|>2 m>2

2
1 —e—212/t

Hence we may interchange the summation and the Laplace transform, and since
1
Loy (pilx, 2)) = —=— e~ V2l
V2y

we obtain

> e /@0
Ly (A, b, r>>=£t,y( > (—D’”e”"“’"“”’—)

m=—0oQ

2t

= Y (=D)"Liy(pilx. 2mh))

m=—0oQ

oo
_ ! <e—mw+(emx+e—mx)z(_1)me—ﬁyzmh>

v2y
—/2y2h
e

:1/ oy (e VI _ (eVIrx fo=V2rey_ & T )|

[ y(e (e +e )1+e—«/@2h

By a straightforward calculation, for the right-hand side of (3.26) we have
1—e V2
1 +ev2r2h

m=1

h
h
|| i oite 0L (A ) = 5 e
~h 14
h
= e V2V tanh (hy/2y). (3.27)
14
We continue by calculating the Laplace transform of the right-hand side of (3.25). From (3.24),

I [ 2k — 1%t
E[’y(A(O, h, I)) = E ; /0 eXp (-T) exXp (_J/[) dr
oo

8
=h
; 2k — 1272 + 82y

tanh (h/2y)
=" (3.28)
V2y

where we have used

X 4 & 1
tnh () =2 - cR
an (2) nkg(Zk—l)z—i—xz *

(see [7, section 1.421]). By the convolution formula,

T
L,y (h/o pr—1(0, Y)AQ, h, 1) dt> =Ly (PO, )Ly, (A, h, 1))

2y 2y

(3.29)
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Hence (3.27) and (3.29) coincide, and this finishes the proof of Lemma 3.1. U

Theorem 3.4. (i) For the Brownian bridge with |y| > h,

T
.0,
Eo.7.5[Tenml = h / pr=1O0.9) \ 0. h. 1y d. (3.30)
o prr0,y)

(i1) For the three-dimensional Bessel bridge with positive y ¢ (x — h, x + h) and x > 0,

T )
EC) [ Tamnasn] =h / L5 A0,y dr. (3.31)
0 ry'(x,y)

Proof. (1) We derive (3.30) from (3.3), (3.1) and Lemma 3.1.
(i1) Recall the relation (3.20). Since, by (3.8),

3
i (2. ) _ xpr—i(z,y) = pr—i(z, =)

= (3.32)
D,y @ preny) —prix, —y)
we have
(pr(x.y) = prex, —=yES) [ Tomhain)
T prx+h
= / f A(z—x, h, )(pr—1(z, y) — pr—i(2, —y)) dz dt
0 x—h
T rh
- /0 / G O, Y= = 1, —(+0) duds
T
= h/O A0, h, )(pr—1(0, y—x) — pr—1(0, y+x)) dr,
where the last equality holds by (3.25). Then (3.32) yields (3.31). U

Remark 3.2. (i) We have not been able to find a probabilistic explanation for the appearance
of the Kolmogorov distribution function in the representations (3.30) and (3.31).

Note that the integrands with respect to ¢ of the expressions in [Theorem 3.1, equation
(3.14)] and in [Theorem 3.4, equation (3.30)] do not coincide, that is,

h
/ hPT—t(Z WAz, h, 1) dz # hpr—(0, y) A0, h, 1).

To see this, we can compare the double Laplace transform of
h
hpr—(0, )A(O, h, 1) and / pr—1(z, YAz, h, 1) dz.
—h
A computation similar to that in the proof of Lemma 3.1 yields, for A > 0,

T _ h  _ 1 tanh (hy/2(y + 1))
At — MM
Lty (h/o pr—(0, WA, h, 1) e dt) =75 e TR I

https://doi.org/10.1017/jpr.2019.42 Published online by Cambridge University Press


https://doi.org/10.1017/jpr.2019.42

On first exit times and their means 715

On the other hand, after some calculations,

T h
Lr, ( / f pr—i(z, VA, h, 1) dze™ dr)
0 —h

—V2yh 2yh

_ L v [ e e
A2y e—V2FMh 4 ev20rFhh

(i) It is also possible to use (3.30) and (3.31) to show (3.15) and (3.16). For example,

after the variable transform # = h%r, we find an integrable majorant and conclude by dominated
convergence that

T 0, *°
o pr0,y) 0

Then, by monotone convergence, thanks to relation (3.28) we obtain

o tanh (/2
e VIAQ. 1 ndr= lim P2y
Y

i
-0+ 2y

We conclude this section by pointing out a connection between the Kolmogorov distribution
function and the density of the last visit of 0 by a Brownian motion before 7, ). This
connection was noted by Knight in [9, Corollary 2.1]. Here we provide a different proof of
this fact.

o
f A, 1, dr= lim
0 y—0+ Jo

Proposition 3.4. When W is a Brownian motion kil{gd at T, ny, then t— (1/h)A(0, h, 1) is
the density of the last passage time Ag := sup{t > 0: W; =0}.

Proof. Tt is well known that

o 5.0,0
PY(ro € d) = 40.0) (3.33)
Go(0, 0)

(see [2, part I, chapter II, no. 20, p. 26]), where

oo
Z (ef(xfy+4mh)2/(2t) _ ef(x+y+(2m+1)2h)2/(21))

N 1
qi(x, y) = —
2wt | T

is the transition density (with respect to the Lebesgue measure) of W (see [2, part I, appendix I,
no. 6, p. 126]), and

GrDB= i cy<n
Colx. y) = g -
A hy(h —
W _h_y§x<h

denotes the O—r/gsolvent kernel (see [2, part I, appendix I, no. 6, p. 126]). Note that g,(0, 0) =
A0, h, t) and G(0, 0) = h, so from (3.33) we obtain

A0, h, t)

PV (ro € dr)/dr = -
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4. Application

In this section we apply the previous results and prove in detail an estimate needed in the
convergence analysis, presented in Walsh [17], of a functional of the binomial tree model for a
corresponding functional of the Black—Scholes model. This convergence analysis succeeds in
identifying the leading constants C1, C, appearing in the error expansion

) T T 1
ElgX,") — g(Xr)]=Cy ;+C2; +0 =7 ) n even 4.1)

(see [17, equation (14)]) in terms of expressions depending on the function g (which is assumed
to be exponentially bounded and piecewise twice continuously differentiable). Here X; = o W;

for t >0 and (X/(cn))Lo denotes a symmetric simple random walk with time step 7'/n and space
step size o /T /n. For simplicity, we will set o = 1 and hence consider

E[g(W") — g(Wp)].

The central idea of this error analysis is to build the random walk from a given Brownian
motion (W;);>0 so that both processes are on the same probability space. Fix 7> 0 and n € N.
For h:= /T /n, define 19 := 0 and

Ti=inf{t > 51 |[W; — Wy, | =h}, k>1.
Then (W, — Wy, _, ),‘?il is a sequence of i.i.d. random variables with

1

PWy =Wy, =h)=P(W, — Wy, =—h)= 5

Let k, be such that 7y, <7T < t4,+1. One central idea to get (4.1) is to split the error into

a local part (exploiting the closeness of Wr and Wy, ) and a global part (using the binomial
distribution), that is,

El(g(Wr) — gWr, Dk, odd }] + E[((Wr, ) — (W, )1k, odd }]s

respectively, while the splitting is done with Wy, __, if k is even.
For this, in [17, section 9], where L denotes our k, the conditional probability

q(x) :=P(ky iseven | Wr =x), xeR

is introduced. We want to study and estimate g. The reason for considering only even n and
even ky + 1 or ki +2 is to avoid even/odd fluctuations known to appear in binomial tree
schemes. Note that &, is an even number if and only if Wy, is an even multiple of /.

The process (W;)o<;<7 given Wy =0, Wr = x is identical in law to the bridge (B?’T’x)oflfT.
See Figure 1.

Fix k € Z and assume x € ((2k — 1)h, (2k 4 1)h). For simplicity, set

hi=Qk—1Dh,  hi=Qk+Dh,  hy:=2kh 4.2)

for the lower and upper value, and for the ‘even’ midpoint of the interval. Then, given
Wr =x, we find that ‘k, is even’ is the same as Wy, = h.’. For the time-reversed bridge,
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3h

h

FIGURE 1: A Brownian motion satisfying Wy =0, Wr =x.
ie. (Bf’T’O)()f,ST, we get

q(x) =P(ky iseven | Wr =x)

| Pur0(Th, <Th) h<x<he,
]P;x,T,O(’nl(, < E) hg <x < E,

— PO,T,—x(ﬁzg—x < E—x) h <x<h,,
]P;O,T,—x(,ﬁze—x < E—x) he <x<h,

where Ty(w) :=inf{t > 0: w(r) =y} for w € C[0, T]. Note that, forany a <0 < b and y ¢ (a, b),
Eo.7y[BT,, 1= a(l = Po1.,(Tp < To) + b Po.1.(Ts < To),

and, consequently,
—a  EorylBr,,]

Po.7.y = '
0.ry(Tp <Ta) = — +— —
Hence
—h  Eor BT p—n]
xh_+ T,—x hTQ,.hg ) h<X<he9
ol (4.3)
h—x Eor—Br, . n
_ e—X, he <X < h
h h

Arguing that a Brownian bridge and Brownian motion have similar exit behaviour for small #,
Walsh [17, equation (20)] stated that

_ dist(x, NP
a h

q(x) + O(h), (4.4)

where x € R, N = {(2k+1)h: k € Z} and dist(x, N?) := inf{|x — y|: y € N"}. Clearly,

dist(x, NZ) isequal tox — & or h — x for some k,
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so for (4.4) to hold we should have

: h
40 — dist(x, N})

h

where (4.2) was used to rewrite 7(;—y s, —x) and 7?he

T (%) := Tikh—x,(k+ Dh—x) if x € (kh, (k+ 1)h).

_ ‘EO,T,—X[BT(X)] ’

—x,h—x

)as

C. GEISS ET AL.

—O(h), (4.5)

(4.6)

We will show below that (4.5) is indeed true for a fixed x. However, we will see that this relation
does not hold uniformly in x, and therefore it cannot be used to estimate the second term on
the right-hand side of (4.11) below. We will estimate that second term in Corollary 4.1 below.

Lemma 4.1. Suppose thata <0 <b, y ¢ (a,b), T >0 and h > 0. Then

Eo,7,y[B7;, )1l =

Eo,7.9[Ta,p)]
T

Proof. We use the Markov inequality to deduce

IEo0,7,y (BT LiTiusy>1/201 < (al vV BYPo 1,y (T(a,py > T/2) <

2(|a| v b)
T

Q(lal v b) + |y| + 3v/2T). (4.7)

Eo,7.y[Ta,p)]-

To estimate |Eo, 7,y [Bm’ b I{T((,. »<T /2111, we use the representation (2.5) for a Brownian bridge:

tel0,7),

T :=inflr [0, T1: B*T ¢ (a, b)),

and BYT:=y.

50,7,y
EIB: L7 —7] = Eo.1y[BT 1 HTiuny <1/21]

0 Ty, (T
Introducing
we have
and
|E[B e yl{TST/2}]|

We note that, by the optional stopping theorem,

] /\T/2
/
0

7’/\T/2 dw.
A T s T=1/2)
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-

- (T aw, N
< ]E[(T—T)/ —_sl{ffm}”Jr%Em

T/\T/Z dW
ST‘E[fo T—5 1{T<T/2}]‘ +E‘(TA(T/2))/

— Y

TAT/2 aw,
T—s

TAT/Z qu

+| |JE[T]

{7~’>T/2}iH‘
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Then, by the Cauchy—Schwarz and Markov inequalities,

TAT2 gw, 7 _\1»2 TAT2 (s 1/2
‘E[l{%r/z}/o T—siH = <?]Em> (E[/o (T/Z)ZD

2 N\Y27/9N\2 /. T\~
<|=E — | E A=
=(7=m) ((7)=(73))
<(/2/T)*EIT].

Again by the Cauchy—Schwarz inequality,

N T TAT/2 dw; N T 2\ 1/2 TAT/2 ds 172
EKTAE)/O T—s §<E<TA5>> <E[/o (T—s)ZD
T N2 /0\V2 s\ 12
=) ((7) =(43))

<J/2/TE[T].
The above estimates and Eo 7,y[T(,)] = E[’f’] yield (4.7). O

Now we derive estimates for Eo, 7 y[7(a,5)].
Lemma 4.2. Let T > 0 be fixed. Suppose thata <0 < b and y ¢ (a, b).

(i) We have
[bQ2lal +IAT  ify=Db,

Eo.ry[T@a.p] < 4.8
0Tl Tan] = [al2b+yDINT ify=<a. )
(i1) For |y| = h, define
Eo.7v[Tcn

Then
Eo.7y[Tiapy] < C(b —a)* ifly| = b —a,

where C=C(T, b —a, y), and
lim bC(T,b—a,y):l.

b—a—0, a<0<

Proof. (i) We first assume that y > b. Recall the representation (2.4) for a Brownian bridge:
_ t t _
B?’T’y = (l — ?> Wri /-1 +y?, te[0,T) and B(%’T’y =y

Further, set B )
T :=inf{r [0, T1: B®"” ¢ (a, b)).

Since by definition 74,5y < T if y ¢ (a, b), we have T, p) 4 TAT. Setting u=Tt/(T —1),t €
[0, T), u>0, we get

—yt/T b—yt/T
Eo,7.y[T(a,0)] ZEo[inf {te [0, T1: Wryyr—n ¢ (a Y/ Yt/ )} A T]

1—t/T" 1—¢t/T

=E0[inf{u20: Wu¢<a+(a—y)¥,b+(b—y);>}/\Ti|.
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Since y > b, for any u € [0, T] we have

u u
— V= b+b—-—y)=)<Ra—y,b
<a+(a y)T +( y)T>_(a ¥, b)
and then, by (1.2),

Eo,7,y[T@,p)] <Eolinf{u>0: W, ¢ 2a —y, b)} AT1=Eo[Ta—yn] AT < [bQ2lal + )] AT.

The case y < a follows similarly.
(ii) For |y| = b — a we have Eo 7,y[T(a,»)] < Eo,7,y[T(p—a),b—a)]- Using (4.9) withh =b —a
gives
Eo,7y[Tenml =0 C(T, h,y) for |yl = h,

and from Theorem 3.1 (i) we find that C(7', h, y) converges to 1 as h — 0. O
Hence, for x € (kh, (k + 1)h) with k € {—1, 0}, we get by Lemma 4.2(i)

Eo.7, <[ Tikh—x.(k+ Dh—x)] < ch?.
For x € (kh, (k+ 1)h) with k & {—1,0}, we have x ¢ (—h, h) and (kh —x, (k+ 1)h—x) C
(—h, h), so Lemma 4.2(ii) applies, and we get
Eo, 7+l T—x.(k+ 0] < C(T, by —0).
Then Lemma 4.1 implies that, for any fixed x € R,
Eo.7,~x[BT(»] = O(h).

However, this equality does not hold uniformly in x, with the consequence that we cannot use
(4.4) in integrals like (4.11) below. For example, for the sequence x; := (k + 0.5)h,

Eo,7,—x[B70)] =Eo,1,—x [37@1/2,;’/2)] — —h/2, k — o0, (4.10)

which contradicts the claim that Eo 7, _[B7 ] = O(hz) holds uniformly in x. The limit in
(4.10) can be easily seen from the representation

0,T,—x d (01,0 Xkt
(B; No<i<r = (B[ -7 .
0<t<T

For any path 7 — B?’T’O(a)), we can find a sufficiently large xi, such that the transformed path
t> B*T%(w) — xit/T exits (—h/2, h/2) first at —h/2.

Nevertheless, we can prove the estimates needed in [17], where ¢ was used inside an
integral over the real line. Here we only discuss [17, equation (38)], because the calculations
for the other cases where the function g appears are similar. For 0 =1 and denoting Né’ =
{2kh: k € Z}, the last term in [17, equation (38)] can be written as

f (2h? — dist*(x, N"))q(x)p7(0, x) dx

—0o0

o0
= / (2h* — dist?(x, N"))dist(x, N)Ya~! p7(0, x) dx

—00

+ / (2h* — dist?(x, N"))(g(x) — dist(x, NDYA~p7(0, x) dx. 4.11)
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The calculation for the first integral on the right-hand side is carried out in [17]. To justify (4.1),
it remains to show that the other integral behaves like O(h3). Since (2h% — distz(x, NZ)) <2h?

and
dist(x, Ny | [Eo,7,2[B7 0]l
h N h

by (4.3) and (4.6), we get the desired estimate from the next corollary.
Corollary 4.1. For T > 0 and h = /T /n, there exists a C = C(T) > 0 such that

‘q(x) -

o0
f Eo.7,—2[BT0]lpT(0, x) dx < CH?,
—00

where T (x) is given in (4.6).

Proof. Since Bg’-&)_x 4 —Bg’-(T_’;), it suffices to estimate the integral over [0, 00). By (4.7),

(h + |x| +33/21).

IEo,7,—x[BTwll < w

If x € (0, h), then T (x) = T, h—x), and estimate (4.8) gives

Eo,7,—[T (0] = Zx(h —x+ g) <K

For x > h,
Eo.7.—+[T(x)] < C(T, h, —x)h*

by Lemma 4.2. From the above estimates we get

h2h+ x+ 32T

- pr(0,x)dx < C(DR?,  (4.12)

h
/0 [Eo,7,—x[BT ]l pr(0, x) dx < hz/o

and

© o 2h+ x4+ 32T
/ |Eo,7,—x[B7 0 ]lpr(0, x) dx < h? / C(T, h, —x)fPT(O, x) dx
h h

< C(T)W? / - (1+x)C(T, h, —x)pr(0, x) dx
h
< (DI, (4.13)

where the constant C(T) varies from line to line. The last inequality in (4.13) can be seen as
follows. We use the representation (3.30) for (4.9) (it is also possible to use (3.14) instead of
(3.30)) and substitute 7 = h2u, so that

C(T, h, —x) = Eo. 7, [ Tenmlh
_ /T pr—i(0..x) F(h//1)
0 pT(Ov x) 27Tt

/T/’* Pr_12a(0, ) F(1//u)
0 pr(0, x) 2mu

dr

du.
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By Fubini’s theorem,

A #\/Mﬁ /h (1 + x)prhzu(O, .x)l[O’T/h2)(u) dxdu < C(T),

where for the last line we used the fact that

F(1//u)
Y 00
U e 000()

is a density. The claim then follows by (4.12) and (4.13). O
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